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What Should Be Included in Current Assets*
By Anson Herrick
At first glance the question of what should be included in cur­
rent assets may appear distinctly elementary but scrutiny and 
consideration will indicate that it is not as simple as it might 
seem. The subject contains much meat for discussion and there 
are many controversial points which usually will be found to 
involve questions of theory versus desirable practice or expedi­
ency. It seems a particularly pertinent subject for present 
discussion, for the current section of a balance-sheet is of predom­
inant interest and importance to the banker. A review of the 
principles involved and an exchange of views upon the subject 
should be of benefit to both banker and accountant, both of whom, 
I fear, too frequently ignore the wisdom of attempting to view a 
controversial subject through the eyes of the other. While the 
discussion is intended to be restricted to current assets, the 
relationship between current assets and current liabilities and the 
proper bearing of one upon the other will make it desirable to 
bring certain phases of the liabilities into the discussion.
Before entering into the details of what should or should not be 
included within current assets it will be well to establish a basis 
by presenting a general definition of what I mean by the term. 
I consider the term to mean those assets employed in and com­
prising a necessary part of the trading or operating cycle of an 
enterprise, as opposed to those assets with which an enterprise 
operates. This definition may require an explanation of the 
use of the words “trading or operating cycle.” Every trading or 
operating transaction begins and ends with money. Money is 
exchanged for merchandise or for raw material and labor to pro­
duce a finished product or for labor alone to produce a service. 
The finished product or the service then is exchanged for an 
account receivable which, in its collection, is exchanged for 
money, thus completing the cycle; and if the cycle be a successful 
one the money at the end will be greater than the money in the 
beginning, the excess being the profit. Having in mind this 
cycle, we find that current assets embrace all property concerned
* An outline presented as a basis of discussion before a joint meeting of San Francisco chapter 
of the California State Society of Certified Public Accountants and the northern California 
chapter of the Robert Morris Associates.
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with and at any point in the cycle which will, within the period 
of the cycle, become transformed into money.
This definition of current assets squares with the definition 
of working capital. Generally, there are two kinds of capital— 
fixed and working. Fixed capital represents the capital invested 
in so-called fixed properties with which, as opposed to in which, 
the enterprise operates. Working capital represents that capital 
invested or available for investment in those assets which are in a 
constant state of flux and transformation incident to the opera­
tions, those assets in which, as opposed to with which, an enter­
prise operates.
You will observe that I approach the subject from its theoretical 
aspect. I do this with the belief that an understanding of the 
theories and principles involved with any subject is a necessary 
preliminary to an enlightened discussion of the practical aspects. 
If we can determine what should and should not be included in 
current assets from a purely theoretical point of view, we are 
then in a better position to increase or decrease group limits to 
suit it to desirable practice or the requirements of particular 
purposes. One must know the theory and then have the common 
sense to know how and to what extent it should be violated. 
When I stress the theoretical aspect I do not ignore the necessity 
for that practical application which can only come from mature 
experience.
I should also like to point out the confusion that often results 
from indiscriminate and inaccurate use of the terms “liquid 
assets,” “quick assets” and “current assets.” Correct usage, 
I think, should restrict the term “quick assets” to cash and to 
accounts receivable, securities and similar items which will be, 
or may be, quickly converted into cash without loss, regardless of 
a continuance of operations, or, in other words, those assets which 
are immediately available for the liquidation of current debt. 
Quick assets do not include those current assets which require a 
continuance of operation for their realization, while on the other 
hand quick assets may not be current assets, as would be the case 
where market securities were held for permanent investment 
purposes. The term “liquid assets” is, I think, correctly used 
as the equivalent of “quick assets.” Recognizing, however, that 
all current assets are in a state of flux, or are liquid, the term 
might easily be used to embrace all and only current assets. I 
am not attempting, however, an accurate specification of the 
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correct usage, fearing particularly that I might trespass upon 
some authoritative definition with which I am not familiar.
Having generalized, but still considering the theoretical aspect 
of the subject, I shall now particularize and define the classes of 
assets which are embraced by the term “current.”
A supply of cash is necessary to the continuance of any trading 
or operating cycle and its current character should be apparent. 
In stating that cash is necessary to an operating cycle, I might 
observe that as it is a bank’s business to lend money for the carry­
ing out of commercial operations, and as its paternal instinct is to 
lend only as the operations require, the maintenance of the cash 
balance is theoretically unnecessary. But practically it is re­
quired as a means of keeping the banker from blushing (if he be 
not too hardened) when he in fact charges seven per cent. instead 
of the apparent six.
Trade accounts receivable or trade notes receivable represent 
merchandise in process of transformation into money and clearly 
meet the current test, provided, however, that their exchange into 
money may be expected to occur within the normal period of the 
operating cycle. In other words, trade accounts or notes which 
are overdue or contain indication that they will not be currently 
collected should not, theoretically, be included within current 
assets. To draw this line too closely, however, would be im­
practical and confusing, and it seems necessary to exclude only 
trade accounts and notes whose full collectibility is doubtful or 
will be too long delayed.
Merchandise represents cash invested in stock in trade as a 
part of the trading cycle. Its current character is apparent. 
Similarly, raw materials, whether they be the basic material or 
incidental supplies requisite for the manufacturing operation or in 
any way constituting a part of the finished product, naturally fall 
within the category of current assets. Prepaid expenses, repre­
senting money paid in advance for a service to be received which 
is necessary to the operating cycle, do not differ from a raw 
material or a manufacturing supply; hence they, too, qualify 
for admission into the select society of current assets.
Recapitulating, I find the following items should be included 
as current assets:
Cash.
Trade or service accounts or notes receivable.
Trading merchandise and manufacturing finished product.
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Raw materials—The term embracing materials of all sorts 
which directly or indirectly become a part of the finished 
product.
Prepayments for services of labor or of property which are 
essential to the operating or trading cycle.
Let me now review these five items and point out how theory 
agrees or disagrees with practice in admitting or denying a current 
classification to particular items.
It is the exception when any portion of cash does not constitute 
a current asset. Such an exception would occur in a case of 
funds obtained from the sale of securities or from long term bor­
rowings, for use in capital expenditures, or where a part of the 
total cash has been earmarked for investment in an insurance­
reserve fund, even though there be no legal bar to its employment 
for the liquidation of any debt. In other words, cash which 
constitutes a current asset should be restricted to cash which is 
wholly free for and intended for use in operating purposes. To 
adopt this theory in practice would admittedly be difficult and 
would meet much opposition by those who lay great stress on the 
ability to show a high current ratio regardless of its accuracy. 
Further, in the absence of an actual appropriation of the amount 
which is to be used for capital investment or for reserve-fund 
purposes, it may be impossible to determine accurately what 
part of the cash will be available for operating purposes and what 
will not. Consequently, I see no reason to avoid considering all 
cash as a current asset, in the absence of a definite appropriation 
for non-operating purposes.
In the case of dividends, bond interest or redemptions and other 
similar debts due on the day following the balance-sheet date, it 
might be pertinent to raise a question as to whether such items 
should not operate to reduce the cash balance, with full showing 
of the deduction of course, upon the ground that such a part of 
the total balance represents an accumulation for a particular 
purpose, for which it is in fact appropriated.
Securities constitute current assets when they represent an 
investment of surplus cash without intention of reducing working 
capital. But here we must interject the reservation that they be 
liquid or quickly realizable. An investment in a non-liquid se-  
curity is not a current asset because it is not readily realizable. 
An investment in a liquid security acquired with the intention 
that it be a long term investment, or for a non-operating purpose
54
What Should Be Included in Current Assets
such as a depletion or an insurance-fund investment, is also not a cur­
rent asset because the amount is withdrawn from working capital. 
This is true regardless of its availability, should occasion necessitate, 
for use in the liquidation of current debt. Here is a case of a quick 
asset which does not fall within the current classification.
Notes and accounts receivable which do not result from trading 
or related operations find a place in current assets, upon the theory 
that they constitute a temporary investment of surplus cash, but 
such inclusion depend upon the condition that they be currently 
realizable or, in other words, that they may be collected upon 
demand or that they will naturally be liquidated within a period 
not to exceed, in the extreme, twelve months. The objection 
might be raised that non-current notes and accounts may result 
only from a desire to lend the credit of the enterprise. That 
would be the case where the funds to make such loans or advances 
came directly or indirectly out of bank loans. In such a situation, 
these assets would have no place whatever in the operating cycle, 
but as the inclusion of the bank loans as current liabilities, except 
in particular cases, could not be avoided, the status of working 
capital and the ratio of the current assets to current liabilities 
might be seriously impaired unless such assets were admitted 
into the current category.
Merchandise should call for no discussion, except possibly with 
respect to its value, and on this point I should like to make one 
or two mere observations. As Professor Hatfield (I think I am 
correct in quoting him) has pointed out, there is no theory to 
support the method of valuing upon the basis of cost or market 
whichever is lower. Merchandise represents transformed cash, 
the profit or loss from the trading cycle can not be determined 
until the cycle has been completed by the transformation of the 
merchandise back into cash, and, consequently, it should be val­
ued at the amount of cash which has been invested. In other 
words, merchandise should be valued at cost. But, admittedly, 
a strict adherence to such a principle would some times be hazard­
ous and in order to be on the safe side it is customary to make a 
practical concession to the age-old English adage “Cut short 
your losses, let your profits run.’’
Questions may be raised as to the propriety of including all 
operating supplies within the category of current assets, because 
they are not or at best are only partly realizable, except through 
the continuance of operation. Such an objection is fallacious, 
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because the same objection in varying lesser degrees can be made 
against merchandise and raw material. The same objection may 
be made against prepaid expenses, although frequently, as in 
insurance, realization is as definite as it is in the case of mer­
chandise, even in the event of a cessation of operations. I 
believe that prepayments of expenses, at least those which are 
essential to the operations entering into cost, are as properly 
included within current assets as are raw materials.
With regard to the inclusion within current assets of supplies 
and prepaid expenses and the opposing argument founded on their 
non-availability for the payment of debt, I point out again that 
current assets can only be considered as fully available for the 
payment of current debts upon the assumption of a continuance 
of the business. Continuance of business gradually transforms 
merchandise, supplies and prepayments into accounts receivable 
and finally into money with which the debts can be paid. How­
ever, the continuance of the business requires the creation of new 
liabilities for the purchase of more merchandise, so that in a 
healthy, continuing business current debt is a necessity, and when 
it bears a proper relation to the current assets it is a sign of health 
rather than illness. In a business which is concerned with sepa­
rate and distinct trading cycles, such as that of importing (if it be 
assumed that each importation will be disposed of prior to the 
beginning of a new venture), the current debt created in each 
venture will be wholly liquidated at its end, after which a new 
venture and a new debt will be created. Ordinarily, however, 
business is composed of a multiplicity of overlapping ventures 
and, while not distinguishable, each has its own current assets 
and its current debt. Accordingly, a continuance of current 
debt whether it be upon open account or bank loan is to be ex­
pected in all cases of continuing growth and expansion.
It is a frequent practice to include within current liabilities re­
demption payments due within the succeeding twelve months and 
other similar requirements, although they constitute no theoreti­
cal lien against the existing current assets and will, in normal 
circumstances, be liquidated out of funds to be produced by the 
operation of the ensuing period. Bond-redemption payments, in 
particular, are frequently related to depreciation and constitute 
the equivalent of an actual investment of reserved depreciation. 
A bond-redemption payment due at the end of a year may and 
frequently does represent the amount to be realized during the 
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year through depreciation or depletion included as an operating 
cost. Timber bonds, the redemption payments of which come 
out of stumpage cut, constitute a particularly clear case. In such 
and similar instances the inclusion as a current liability of all bond 
redemption payments due within a year is unwarranted by any 
theory. It is the equivalent of including as a current liability the 
indebtedness for a bill of goods and excluding the goods as a cur­
rent asset. If they must be included, would it not be correct to 
include as a current asset the amount of depreciation or depletion 
to be realized during the ensuing year?
There is an inconsistency in the practice of handling certain 
accruals. If we assume that a certain enterprise pays its rent 
annually at the end of the calendar year, no objection can be 
raised to the inclusion as a current liability at June 30th of only 
the half which has accrued at that time. If the same enterprise 
has also a bond redemption payment due on December 31st prac­
tice requires that the entire amount of the payment be included as 
a current liability at June 30th and the accountant might be 
criticized if, consistent with his treatment of accruing rentals, he 
were to include only one half.
I do not think that liens against future operations, which must 
be paid under existing contracts within the ensuing twelve 
months, are, because of that fact alone, properly included within 
current liabilities. On the other hand, desirable concession to 
safety and the requirement of providing creditors with full in­
formation necessitates that they be so included, although to do so, 
without provision for including the normally expected realization 
of non-current assets which will provide the necessary funds, will 
result in improper impairment of working capital and of the 
“current ratio.” Liabilities which must be paid within the en­
suing twelve months do have an important bearing on the prob­
able increase or decrease of working capital during the ensuing 
period, but matters of policy, with respect to capital expenditures 
and dividends, have frequently an even greater bearing, yet they 
are matters which in normal circumstances can not be exhibited 
in a balance-sheet.
Leaving theory and taking up practice, it is fair to say that the 
ordinary conception of current assets includes all quick assets, 
merchandise and all notes and accounts receivable expected to be 
realized within twelve months. Similarly, the usual conception 
of current liabilities embraces all existing liabilities requiring 
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liquidation within twelve months. Proceeding upon such a con­
ception, a practice has developed which is not consistent, logical 
nor fair—in some instances developing an incorrectly favorable 
current ratio; in others, incorrectly impairing the ratio. It is a 
practice that will produce wide variations in current ratio be­
tween periods: variations which will indicate to the casual observer 
that the situation of a business has improved, when in fact it has 
not, or, on the other hand, that the situation has been impaired 
when in fact it has been improved. If we would be consistent, 
and if it be desirable that the current ratio have a definite mean­
ing, we should adhere more closely to the theoretical conception of 
current assets and current liabilities, including as current liabili­
ties only those liabilities which have been caused by current 
operations or have become a lien upon existing current assets. If 
we adhere strictly to this theory in the statement of current assets 
and current liabilities and then add to present balance-sheet 
classifications a caption which will embrace recorded contractual 
obligations payable within twelve months out of realization from 
non-current assets or future profits, we shall be consistent and 
shall disclose all information with equal if not greater clarity. 
The suggestion is radical but I present it as a basis for thought 
and discussion. (Balance-sheets prepared in accord with this and 
other suggestions are shown hereafter.)
I have only scratched the surface of the subject. I have 
omitted reference to many debatable items. In particular, I have 
not spoken of life-insurance surrender value, which has come to be 
considered a current asset as a concession to popular misconcep­
tion of its character and in opposition to correct business, as well 
as accounting, principles. I have hardly touched upon matters of 
valuation. I have only mentioned the matter of depreciation in 
relation to bond redemption and to the theory (and it might be 
defended) that depreciation or depletion to be deducted during 
the ensuing twelve months constitutes a sort of prepayment which 
might with propriety be included within current assets. I have 
not referred to the fact that a proportion of capital expenditures 
is properly included as a current asset in cases where the enter­
prise has the right to issue bonds in reimbursement, provided, of 
course, that there is an open market for such bonds. I think, 
however, that I have touched upon enough points to permit con­
siderable opportunity for contradiction or at least a discussion of 
the banker’s view as opposed to that of the accountants.
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COMPARATIVE BALANCE-SHEETS PREPARED TO ILLUSTRATE 
THE USUAL PROCEDURE IN COMPARISON WITH A PROCEDURE 
SUGGESTED IN THE PRECEDING ARTICLE




Trade accounts and notes.........................................
















Deferred charges to operations 
Operating supplies............
Prepaid insurance...............










Bank notes payable.................................................... $ 100,000
Trade accounts payable............................................ 150,000
Bond interest accrued................................................ 10,000
Bond redemption payment—due in 12 months......... 60,000
Income tax................................................................. 20,000
Taxes accrued............................................................ 8,000
Dividend payable (day following statement date).. 30,000
Funded debt..................................................................
First mortgage bonds................................................









The Journal of Accountancy
Notes:
(a) While marketable, these securities are held as an intentionally permanent 
investment for purposes of income and general protection. Except for market­
ability they are not different in character or in safety of principle or income 
from the non-marketable securities.
(b) Depreciation is taken at rate of $70,000 a year.
(c) Here is an illogical combination of prepaid expenses and deferred charges, 
the first representing a true tangible asset, the second representing only a 
record of amounts paid for a service already received, from which a continuing 
benefit may be expected or, as to bond discount, at least a prepaid cost of 
capital, as opposed to a prepaid operating expense.
ASSETS




Less reserved for dividend.................... 30,000
Trade accounts and notes.........................................
Other notes and accounts.........................................
Merchandise..............................................................












(During ensuing year, approximately $70,000 
to be realized from depreciation, and currently 
contemplated additions amount to $30,000)
Deferred charges...........................................................
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Other payments due in ensuing year........................... $ 60,000
Bond redemption payment.......................................$ 60,000
Bond interest—$10,000 accrued.......... (a) $ 18,000
Taxes............... 8,000 “ .......... (a) 16,000
Funded debt................................................................... 240,000
First mortgage bonds................................................$ 300,000
Less due for redemption in 12 months..................... 60,000
Capital........................................................................... 1,347,000




(a) There seems to be no requirement for showing of these items in practice.
NOTES ON COMPARISON OF TWO PRECEDING STATEMENTS
Statement A exhibits a current ratio of 2.6%, whereas state­
ment B exhibits a ratio of 3 to 1. It is believed that the second 
ratio more accurately reflects the relationship between operating 
assets and liabilities and the current financial situation than the 
first. Analysis of the various factors indicates that the second 
is correctly based upon the relative amount of currently 
borrowed and own capital which is employed in the operations.
The current assets in statement A include $140,000 which are 
not related to operations and have been included because they are 
in a position of availability should necessity require, although in 
ordinary circumstances, such as must be assumed in every state­
ment, there will be no realization from them. On the other hand, 
$45,000 worth of assets from which normal operations will 
clearly produce a realization is omitted. In the liabilities there 
has been included as a current item in (A) $60,000 which is not 
concerned in any way with the condition resulting from accom­
plished operations and is a payment due in the future out of 
proceeds of an ensuing period. If the practice justifying the 
showing of $1,000,000 of current assets in (A) is based upon a 
desire to show a measure of ability to pay in an emergency, then 
still it is not correctly stated, because in an emergency the non- 
marketable investments would have some substantial quick 
realizable or collateral value, whereas the raw material at least 
would suffer considerable depreciation upon an emergency 
liquidation. On the other hand, in an emergency the $60,000 
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bond-redemption payment will disappear as a current liability, as 
the recourse of the creditor will be against the plant properties.
Statement A exhibits net current assets of $622,000 but this 
amount is not the working capital. Statement B, on the other 
hand, shows net current assets of $587,000, which analysis will 
show to be the actual working capital or, in other words, that 
amount of the proprietary capital which is actually invested in 
those assets in a continuous state of flux incident to the operations— 
assets on whose account there is a continuous process of invest­
ment and realization. From statement B the following analysis 
of the apportionment of proprietary capital almost automatically 
appears, whereas such an analysis is not so clearly suggested by 
statement A:
Analysis of Apportionment of Total Capital
Invested in: 
Current assets........................................................ $ 587,000
Total....................................................................... $ 875,000




Less accrued and determined liabilities................. 270,000
Plant........................................................................... 250,000
Total......................................................................... $ 550,000
Less bonded debt................................................... 300,000
Permanent investments............................................. 440,000
Being that part of the capital not used in the 
business but held in reserve against emergency 
or expansion requirements
Total........................................................................... $1,277,000
As shown by statement........................................... $1,347,000
Less deferred charges recoverable only out of 
future profits................................................... 70,000 1,277,000
While not maintaining that any clear necessity appears for 
strict adherence to the theoretical, it is submitted that statement 
B exhibits the situation correctly, whereas statement A does not; 
that statement A, while showing a greater amount of net current 
assets, incorrectly impairs the showing of current ratio and that 
every element which might be desired by a creditor in determining 
the probable ability of the enterprise to meet its current obliga­
tions is exhibited with equal if not greater clarity in statement B 
than in statement A.
62
